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Preface

This paper is offered in response to the MBA 299 Independent 
Research and Study Course at Creighton University. The type of 
project chosen from the "Guidelines For MBA 299" is one of library 
research.

The purpose of this research is to bring the author to a higher 
level of understanding about the International Monetary Fund (IMF) 
and the reforms presently being advanced to modify it.

From a very selfish point of view this independent study has 
helped me to better grasp and analyze a portion of what is being 
told every American every day. Before starting this research I 
knew there was an International Monetary System but knew very little 
about its problems or functions. To give me the courage for digging 
into what many people consider "dry stuff", was my longtime but 
often dormant interest in economics. I hope the fruits of this 
research, (this paper), proves to be informative to the reader... 
especially those of approximately the same level of understanding 
that I had when I started. Ideally, it would inspire others to 
study the subject for themselves.



\

CONTENTS

Chapter Page

1
. Introduction 
• Historical Background 
» Summary

II. CHARGES AGAINST THE SYSTEM' 12
. Introduction
• difficulties With The Balance Of Payments 
. Inadequacy Of International Reserves
• Danger Of Gold-Exchange Standard Collapse 
. Summary
FORM PLANS AFFECTING THE ADJUSTMENT MEGHANI, 
. Introduction
• Return To The Gold Standard
• Theory Of Flexible Exchange Rates 
. Summary
FORM PLANS AFFECTING LIQUIDITY AND WORLD RE: 
. Introduction
. Reserve Creation Through A Centralized Institution 
. reserve Creation Through Cooperative Arrangements

51
. Introduction 
. Summary 
. Conclusions

BIuLIOGRAPn Y,
60





Introduction

This research project addresses the problem of reform 
for the International Monetary System. The reform problem is 
a two-fold one. First, what reform plans are there and secondly, 
what are the pro and con of each plan. The methodology used 
in the research was to survey those major reform plans that have 
been advanced and then classify them into general categories for 
examination.

trior to surveying the reform plans it was necessary to 
learn the present system and its inadequacies. The organization 
of this researcli paper reflects the order in which the research 
was performed. The remainder of this Chapter describes the present 
International Monetary System1s goals and functions. Chapter 2 
identifies the charges that have been made against the system. 
Chapters 3 and 4 present the classification of reform proposals, 
and a description of the major plans in each category. Chapter 5 
highlights a current reform proposal and presents a summarization 
of the entire research project.

Historical Background

In the last few years, there has been a growing dissatis
faction with the present International Monetary System. This 
was currently evidenced in March of 1968 .by the gold panic that



3
seized the world. Discontent with the current system has been 
especially noticeable since 1958 when the major European curren
cies restored convertibility and the U. S. balance of payments 
deficits have become sizeable.

->ome experts have come to regard reforms as desirable, 
necessary, or even urgent, and several plans for reform have been
submitted. In regard to reform the economist Fritz Machiup noted 
the following:

Some of these plans are radical, evidently because 
tneir proponents consider the defects and dangers of the 
present system too fundamental for mere patchwork to re
move them. Other plans are less ambitious probably because 
neir proponents regard radical reforms as unnecessary or 

beiieve they are unacceptable given the conservatism of
t,ne, . PrQct -̂cal men" and their qualm about political feasibilities. 1
irior to the 1940's, there was no International Monetary 

System, as we know it now, in existence. The means of carrying 
on international trade had evolved through the use of the gold 
standard, which until 1914 had worked relatively well for the 
following reasons:

 ̂ > economies of the various countries, after a long period
of peace, were relatively well in balance in relation 
one to the other at the existing rate of exchange.

(2) If an imbalance occurred, the authorities and the public 
were prepared to apply the sometimes rather harsh rules 
of the gold standard in order to re-establish the appropriate equilibrium.

(J) -‘■he international credit system worked well 5 the strain 
of a seasonal or other imbalance rarely fell wholly on 
the reserves. Changes in interest rates could be counted 
upon to bring about fairly rapid and equilibrating movements of funds.

r, j-ritz Mach 1 up, I-lans for Reform of the International Monetary
■9.YS, tern, (2nd ed: Special Papers in International Economics; Prince
ton university, Princeton, N. J.: International Finance Section Department of Economics, March 1964), Vol. Ill, p„ 3 .



4(4) The leading monetary na Lion— Great Britain— was a free 
.trade country, and the commercial policies of other 
countries were generally pretty stable. The result was 
that in a depression the deficit countries did not 
have to face the additional difficulty of increased 
barriers to trace.

(5) The annual gold production was large enough to provide 
the resources for a more or less regular increase in 
reserves and to give an impetus to an expansion in the credit volume. 2

With the advent of World War I in 1914, a change occurred 
in the environment in which the gold standard operated. Prior
to the war, there had been no great war for 100 years-- not since
the Napoleonic Wars— arid the problems of those wars were so 
different that past experience had little significance for the 
problems which arose in and after 1914. It was only through 
mâ iy trials and errors that the countries affected gradually, 
but rather late in the war, learned how to run a war—time economy—  
with rationing, controls, and special financial measures, etc.

Thus when World War II broke out in 1939, most governments 
had at their disposal detailed plans already prepared of how to 
deal with the economic and financial problems which were likely to 
arise in a great war. There can be little doubt but that through 
timely rationing, price controls, etc., much economic suffering 
or the kind that had plagued people during World War I was avoided.

No great war can be carried out without inflationary finan
cing and thus during both World Wars I and II the conditions for 
strong monetary demand were established. Controls during World 
War II, however, held prices down more than in World War I and 
together with the new money that had been issued there was a high

2i-jer Jacobsson, International Monetary Problems 1957-1963 (Int rnational Monetary Fund, Washington D. C., 1964), p. 50-51.



money in the systemdegree of liquidity. Because of this excess 
there was a tendency toward inflation rather than deflation.
This Wt.s a time to restrict credit and not to issue new credit. 
Europe did this but the Scandinavian and Anglo-Saxon countries did 
not. hr. Jacobsson notes that:

It is quite clear that this mistaken view of the sit
uation and its potentialities has had a great influence 
on the policies acutally pursued, on the continuance of 
cheap money, and generally created resistenee ror years 
to any kind of restrictive fiscal and monetary policies.
I might adu that even the articles of Agreement of the IMF 
show clearly the influence of those who feared deflation rather than inflation.3

Birth or the International Monetary Fund
The present International Monetary Fund was born out of an 

international conference that was held in Bretton Woods, New 
Hampshire. It was here at Bretton Woods that many nations gathered 
together to form some rules and policy to govern world monetary 
interactions after World War II.

The full proceedings of what occurred at Bretton Woods 
are docum nted in two volumes entitled "Proceedings and Documents 
of the United Nations Monetary and Financial Conferenee— Bretton 
Woods, tew Hampshire.— July 1-22, 1944.

When currency systems were restored after the last war, there 
was little or no attempt at coordination of measures to provide 
staoilicy; no machinery Wns set up to facilitate an orderly adjust
ment of exchange rates when fundamental conditions necessitated 
such a revision. The disturbance of the 1930's, involving a

3Jacobsson, Op. Cit., p. 2.



resort to competitive currency depreciation, imposition of ex
change restrictions, import quotas, and other devices which all 
but stifled trade, made it clear that improved international 
rinancial arrangements were necessary. Currency and exchange, 
difficulties are generally regarded as contributing to a con
siderable extent to the economic and political breakdown of that 
period.

Early in the war, financial experts in all countries came 
to the realization that the postwar world would stand in great 
need of some stablizing influence in the international financial 
field.

Discussion of international financial objectives and pro
cedures was stimulated as the war progressed until mid-1943 when 
the first informal discussion of technical experts from a large 
number Oi countries was held in Washington. Following this meet
ing concrete proposals from several nations were exchanged and in 
April of 1944 the joint "Statement of Experts on the International 
nonetary Fund" was published in several countries. It reported 
tne views of the experts of the numerous consulting countries and 
con^tituted the basis for the development of the subsequent de
tailed plan.

The Working Draft— Fund agreement that developed out of this 
coherence includes twenty articles. The general headings of the 
articles show the range of subjects covered:

Introductory Article
I. Purposes

II. Membership
III. Quotas and Subscriptions
IV. Par Values of Currencies



7V.
VI.

VII.VIII.
IX.
X . 

XI.
All.

XIII.
XIV.
XV.

AVI.
XVII.

XVIII.
XIX.
XX.

.Transactions with the Fund Capital Transfers 
Scarce Currencies 
General Obligations of Members 
Status, Immunities and Priviledges of .the Fund 
Relations with other International Organizations Relations with Non-member Countries 
Organization and Management 
Offices and Depositories 
Transitional Period 
Withdrawal from Membership 
Liquidation of the Fund 
Amendments 
Interpretation 
Explanation of Terms 
Final Provisions

Purposes of the International Monetary Fund

Article I. is reproduced here to show in detail the purposes 
of the fuhd.

Article I. Purposes
The purposes of the International Monetary fund are:

(I) To promote international monetary cooperation through a 
permanent institution which provided the' machinery for consultation on the international monetary problems.
(II) To facilitate the expansion and balanced growth of 
international trade, and to contribute thereby to the pro
motion and maintenance of high levels of employm nt and real 
income and to the development of the productive resources
of all members as primary objectives of economic policy.
(III) to give confidence to members by making the Funds 
resources available to them under adequate safeguards thus 
providing them with opportunity to correct maladjustments 
in cneir balance of payments without resorting to measures 
destructive of national or international prosperity.
(IV) 1o promote exchange stability, to maintain orderly 
exchange arrangements among member countries, and to avoid competitive exchange depreciation.
(V) io assist in the establishment of a multilateral system 
of payments in respect of current transactions between 
members and in the elimination of foreign exchange restrieti



8which hamper the growth or world trade.
(VI) In accordance with the above, to shorten the duration 
and lessen the degree of disequilibrium in the international 
balances of payments of members. The Fund shall be guided 
in all its decisions by the purposes Set forth above. 4
The key items to note in the purposes of the International

Monetary Fund (IMP) are the intent to hold a system of fixed
excnanqe rates and to provide a source of borrowing power to
countries who are temporarily running a deficit in their balance
of payments.

When the IMF was formed at Bretton Woods everyone was aware 
that .an international money institution could be either ¿1 ware- 
nouse of existing money or a manufacturer of new international 
money. Most central bankers of our time, however, insist that an 
iii cernational institution such as the IMF is and must be nothing 
but a warehouse and intermediary of currencies handed over to it; 
they fight the idea that deposit liabilities of such an institu
tion should be the accepted international reserve assets of 
national monetary authorities.

At the time that the IMF was set up a quota was established 
for each member country. Twenty five per cent of the quota was 
payable in gold and the rest in the country's own currency. These 
quota represent the operating assets of the IMF.

Operationally, the fund "lends" currencies it has held as 
assets to countries that want to borrow in order to finance their 
deficits. By insisting that international payments be made only

^Proceedings and Documentation of U. N. Monetary end Finance 
Conference (U. S. Gov rnrnent Printing Office, Washington, D. C. , 1948), Vol. I, p. 655-658. ’



in national currencies (of key currency countries) or in gold, 
but not in deposit liabilities of the IMF, the signers of the 
Bretton Woods Agreements made the Fund a warehouse and transfer 
agent of national moneys and guarded against the possibility of 
its becoming a factory of international money.

The major types of transactions with the Fund are member
purchases of the currency of another member in exchange for its 
own currency, and the repurchase of its currency from the Fund 
with gold or convertible currencies. The members right to pur
chase foreign currencies and its obligation to repurchase its 
own currency are related to its "quota".

A members right to purchase foreign currency from the Fund 
with its own currency (which is already at the. IMF in the form of 
quota) is limited by two provisions. The Fund's holding of a 
member's currency (1 ) should not increase by more than 25% of 
its quota within any one year, and (2) must never increase above 
2 0 0% of the quota.

Fritz Machlup clarifies the concept of IMF quotas when he 
writes:

The quotas received by the IMF from the depositor 
nations are not money taken out of circulation but rather 
newly created liabilities (money) of national monetary 
authorities. When these currencies are made available to 
deficit_ countries for payment to other countries, these 
currencies become net additions to international reserves.
The IMF thus does play a role in the creation of inter
national reserves, though this role is confined to putting 
into circulation the currencies created (earlier) by national monetary authorities.5

uFritz Machlup, The Cloakroom Rule of International Reserves: 
Reserve Creation & Resources Transfer (Princeton University Prince- ton, N. J., August, 1965), No. 1 , p. 6 .



The "Quantity Theory" of money states that if excessive 
money is inserted into a country's monetary system a rise in 
p ]. ii-cs (inflation) will develop« However, if a good balance 
between money and goods is maintained a stable price level 
results« Proponents of this theory warn that a change in the 
international reserve position is inflationary. This change in 
reserve position occurs when the IMF lends a deficit country 
some member's currency. This action increases international
reserves by placing some new money into circulation-- thus a
tendency towards inflation develops.

Summary

ine most salient points of this chapter are:
. Prior to 1944 there was no International Monetary 
System.

. In 1944 at Bretton Woods a spirit of international 
cooperation prevailed and the IMF was born.

. i.he rMF only manages its money assets and does not 
have the power to create money of its own.

. Iiie I Ml is dedicated to maintaining fixed exchange 
rates between all member currencies.

. -l he IMF is normally called upon for service by nation 
who are running a balance of payments deficit such as 
the United States.

. A change in the international reserve position can 
be inflationary.

. Fiscal policy in most countries is attempting to



achieve full employment and stable prices. Most 
nations and people seem to agree that these two con 
ditions are very desirable and as a result newly 
proposed fiscal and monetary measures are judged by
how they effect employment and prices





Introduction

while the IMF represents a great .stride Forward in control
ling the world's economic environment, it also stands as an 
obstacle to those who. would reform it. The potential reformers 
see many weaknesses that they feel should be corrected. This 
chapter outlines those problem areas the reformers see as crucial 

Analysis of written material on the subject defines three 
general categories of problem areas. Fritz Machlup defines them 
as follows:

. Difficulties with the balance of payments of individual countries.
a) because of excessive deficits or insufficient 

surpluses in the balance on current account;
"K... k) because of massive international movements ofspeculative funds

• inadequacy of the growth of monetary reserves.
a) relative to the demand for "domestic liquidity" 

or to the "desirable" supply of domestic money;
b) relative to the growth of foreign trade.

. Fragility of the gold-exchange standard.
a) dangerous to Key-currency countries;
b) dangerous^ to countries holding large exchange reserves. 6

Ihe first and last problems have probably received much 
more attention or headlines than the problem of adequate re
serves. The latter one, fragility of the gold-exchange standard, 
is currently front page news now in early 1968. This of course,

6Machlup, Op Cit, p. 5



refers to the gold panic that has siezeti the world.
To treat the above problems separately is desirable for 

the sake of clarity and because all of the experts.do not share* 
all of the misgivings concerning the operation of the present 
system. A detailed discussion of these system weaknesses follows.

Difficulties with the Balance of Payments

Since 1958, the United States has been running a deficit in 
its dealings with other countries. This means that we spend 
more money in other countries than they spend here. There are 
several reasons why this deficit has happened. The war in 
Vietnam, our policy of policing the world and providing foreign 
aid are some of the more pronounced reasons for the deficit.
The logic behind some of these policy decisions is veiled in 
political robes and it is not the purpose of this paper to pry 
into this area. We should, however, become aware of what the 
economic repercussions of these policy decisions are. In addition, 
it becomes evident that the problem is not quite as simple as 
to be solved by blaming it onto politics entirely.

What happens when the U. S. runs a balance of payments 
deficit? In general other countries (the surplus countries) 
will accumulate dollars that they can use for later purchases 
from the U. S. The difficulty arises when the U. S. consistently, 
runs a deficit. When this happens these countries that are hold
ing dollars become alarmed when they see their reserve balance 
of u. a. dollars rising and rising. They are now ripe for some 
aggressive action when rumors begin to spread about the soundness 
of the dollar. When rumors start to spread these surplus countries

14



begin to exercise their option (guaranteed by the U. S. Govern
ment) to exchange their dollar balances for gold at the rate of 
i35 per ounce. This action obviously causes a gold drain in the 
deficit country, the U. S. in this case. Obviously this process 
can only continue so long as the U. S. has a supply of gold. 
v»nen the supply is diminished the gold-exchange standard collapses.

bit.h this cursory explanation of the problem created by a 
balance of payments deficit, one may proceed to the reasons 
for its nomination as a target of the reformers.

Presently, the IMF is designed to help countries suffering 
rrcm deflclts on balance. The deficit country borrows the foreign 
exchange, from the IMF, that it needs to make a' purchase from 
a selling-country. This way the selling country receives payment 
in their own national currency and the deficit is financed by 
the IMF out of the deficit country's quota. The IMF, then, is 
designed to give the deficit countries time to correct the balance 
of payments problem. Machlup describes the situation this way:

let, some or the plans are designed to institute a system 
or international payments that gives countries in aifi iculties 
fbiSn more_time to wait for an improvement in their balance 
on current account without resort to the orthodox treatment 
wren painful contractions of credit and effective demand, 
inis rougn remedy has become rather unpopular in a world more

•andaness caPable of adjusting to change. If the . d fashioned cure is at all accepted nowadays, one tries 
o postpone it as long as possible in the hope that things will get better without treatment. 7
Since the U. S. has placed such a heavy emphasis on full 

employment and internal growth, it is understandable, even if 
not defendable, why we are unwilling to take our medicine so

v

7Machlup, Op Cit, p. 7.



16co speak. Not all exports want to increase the time of grace 
tor delicit countries, however• tome find the present system 
deficient because it give countries in difficulties with their bal 
ance of payments too much time, and others because it gives them 
too little time, to get over their troubles.

Another problem related to deficits is one of hot-money 
(money traveling between continents in search of the highest 
interest rates). Massive movements of hot-money are brought 
about either by sudden changes in international interest-rates 
differentials or by rumors of imminent changes in official ex
change rates. Most students of the situation seem to feel that 
hot—money is very destablilizing and should be•controlled. The 
problem, however, is again one of conflict between the goal of 
full employment (fostered by low interest rates and loose credit) 
and monetary responsibility. This monetary irresponsibility 
(low interest rates at wrong time) leads to a heavy outflow 
of funds and of course tends to aggravate widespread fears of 
devaluation.

Inadequacy of International Reserves

This aspect of monetary problems is probably given less 
headline space than any other while in fact it poses a very 
real and grave situation. It is possible that in the future 
there may not be enough money to go around. This determination 
can be made in several ways. One is to extrapolate our current 
growth rate into the future and compare this to a similar pro
jection of the growth in raw gold that is mined. Mr. Salant and
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for reserves— and especially the portion dealing with 
needs— involves many imponderable matters. Nevertheless, 
they are matter about which analytical judgements must be 
formed as a precondition for rolicy decisions. Our asses— 
inent suggests that, under a system of fixed exchange rates 
and relative freedom of international transactions, im
balances in international payments will tend increasingly 
to exceed those that the present type of dollar exchange 
s candard can accomodate in the absence of U. S. deficits. 
Hence, the reduction of the U. S. payments, deficit may 
only serve to uncover a more fundamental difficulty for the 
free world as a whole— the inadequacy of the existing 
international monetary arrangements for creating reserves 
adequate to cope with prospective imbalances in payments. 8
This situation of reserve creation was pointed out earlier 

in Chapter I when it was noted that the IMF is actually putting 
new money into circulation when it makes a loan to a deficit 
country. According to,those reformers who fear a lack of inter
national reserves, the IMF does not do a consistent enough job 
or increasing world reserves. This is admitted as fact by all 
concerned. however, there is a lot of discussion and disagree
ment as to what is the "right" amount of reserves. This problem 
is discussed by Mr. Bernstein and Triffin in Chapter IV. They 
belie ve aha t cne only solution is to give the IMF power to create 
reserves just as the a. S. Federal Reserve can tighten and loosen

^waiter o. Salant, The Uni teed States Balance of Payments in 
l_9j5o, (1st ed. , Washington, D. C. : The Brookings Institution, 1963) p. 240. ’
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1

The Danger of Collapse for the Gold-Exchange Standard

Probably the biggest danger faced by the gold-exchange 
standard is the danger of a complete loss of faith in the system. 
Only responsible monetary policy by all nations involved can 
achieve the desired goal of international stability and good 
faith.

It is the nature of the gold-exchange standard to be 
sensitive to such things as rumors of devaluation, excessive • or 
apparently excessive balance of payments deficits and hot—money 
movements. The worst part of the problem is that it seems to 
snowball as the fear feeds on itself, so to speak. For example: 
wnen some U. S. economist publically advocates the' raising of 
the U. S.'s guaranteed gold price from $35 to $70 an ounce the 
speculators and hoarders begin to convert dollars into gold in 
the nopes that they can double their money if the action is really 
uaken. has rush to hold gold which is exactly what happened 
in March of 1968, aggravates the gold outflow from the U. S. 
and therefore places even more pressure on the dollar. Because 
of this potentially unstable situation, the problems of deficits 
ana lack or reserves has prompted monetary experts to offer 
plans for reform. The extremes of the plans will be presented in
Chapter III in order to point out what alternatives

X,
are available.



ie most impoi tan t pro: lerns the JKF musL s< lve arc:
• P.i-l ficulties with the balance of payments. This problem 
is amplified when the same countries always have the 
deficit and especially when it is a key currency coun
try such as the U„S„

• .^adequacy of the growth of monetary reserves. Since 
the U.S. dollar has a definite relationship to gold 
it is possible to determine that based on our current 
growth rate the need for reserves will grow faster 
than gold is produced.

• Danger of gold-exchange standard collapse. Faith holds 
cue gold—exchange system together. Only rest onsible
i..one tary policy by all nations involved can achieve 
the desired goal of international stability and good
faith.





21

Introduction

The various reform plans presented in this chapter seek 
solutions in very different ways, focusing more closely on one 
type of deficiency and less closely, or completely ignoring, 
others; preferring one technical means to another; cind imply
ing very different degrees and forms of international cooper
ation and organization. Division of the plans into two broad 
categories is useful.

Some reform plans focus on improving the efficiency of the 
adiustmont mechanism, thus greatly reducing the need for liquid
ity and reserves. Plans in this category will be examined first.

Return To The Gold Standard

The advocates of a return to a semiautomatic gold standard 
are primarily continental Europeans. A "return to gold" is the 
main or ion of the overall plan of Jacques Ruef±, a French 
economist.

The Appeal
The appeal of the gold standard, beyond the fact that it 

smacks of the "golden age" of the last century when many contem
porary problems did not exist, is to be found in its supposed 
automaticity. It sets a standard and procedure by which inter-



national maladjustments can be ironed 22out without tinkering and 
meddling by mere monetary authorities. The automaticity of such
a system is explained in theoretical terms by Hawkin: and Rolfe.

Hu. doilies tic money supply would be determined bycountry 's gold holdings, 
of-payments deficit would 
the surplus country would 
would expand. The rising 
country would create easy rates 
would

A loss of gold due to a balance- 
reduce the money supply while 
gain gold and its money supply 
money supply in the surplus 
credit conditions, lower interest and higher prices and incomes. The opposite reactions 

occur m  the deficit country:- capital would tend toflow toward the deficit country, its exports should rise 
and imports fall thus reversing the deficit. Meanwhile 
the surplus is reduced by a similar process in the surplus 
country. The proposal requires that the domestic money 
suPply move in the same direction as the changes in the 
country's gold reserves and that the change in the money 
supply be no smaller than the change in reserves. To accom
plish the later task, sterilization of the effect of gold j-lows on the money supply by c ntral bank action which 
occurs under the existing system in every country must be 

°Vt* The gold system would work best if there were itU/b gold backing for the money supply. Once there is 
less i.e., once a fractional reserve system exists, central 
bunks cannot be allowed to manipulate the ratios of gold to 
mon^y to counter—act the more upsetting effects of gold movements or for any other say domestic purpose.9
Gold standard advocates see the reserve currency component 

— lnter.r?ation reserves as the source of the fundamental difficulty 
of she présent system. The strength of their position rests on 
noting the delemma of a reserve currency system: reliance on def
icits of reserve currencies (U. S. and U. K.) to increase reserves 
necessarily undermines confidence in these currencies and under
mines the system as well because certain countries are enabled 
to avoid balance-of-payments adjustment for extended periods.
Thus, the stage is set for currency crises and, eventually, for

^Robert G. Hawkins: Sidney b. Rol
— ~~TiS !°r xnterndtl.pnai Monetary Reform, (New York University graduate School of Business Administration, C.J. Divine Institute

:ei A Critical Survey of

of Finance, November, 1965), p. 16.



23large and disruptive changes in prices and exchange rates.
furthermore, the other reform proposals are unacceptable 

to the "gold" reformer. Despite the automaticity of freely 
fluctuating exchange rates in eliminating surpluses and deficits, 
uney feel that fluctuating rates would not impose adequate dis
cipline against inflationary or deflationary domestic policies 
that politically-minded policy makers might pursue.

The gold standard advocates also reject those plans that 
would provide more time to adjust to balance-of-payments problems, 
¿hey feel tuat plans i or multiple reserve currencies and inter
national lending devices presumably compound the inadequacies of
tne Present system while not eliminating the essential adjustments 
problem. x

V... .

Review of the Diffirnifi es

The primary disadvantage of a full-gold system, which effect- 
ively removes it from serious consideration by ail but a few, is 
'huL lt: reciu:Lres that each country give up control of its money 
supply to the vagaries of its external balance. When a deficit1 
country loses gold and its money supply declines, prices are 
presumed to fall so that exports become more competitive. How
ever, it is only in the old "quantity theory" of money and not 
in the real world that prices change in proportion to money 
supply changes. (This is because wages have become inelastic 
on the low end and resist even a small drop, therefore prices 
cannot drop either). in response to restrictive domestic pol
icies it is not prices but rather incomes' and employment that 
fall steadily; and modern societies will not allow such dire



domestic consequences to arise from a deficit in the balance of 
payments. Thus unless some means to institute relatively pain
less downward flexibility in prices and wages is found, so that 
the level of employment can remain relatively stable while a 
balance-of-payments deficit is reversed, a return to the gold 
standard can hardly be taken seriously.

The gold standard proponents cannot use history as an 
argument ror its reestablishment. While the textbook version 
of the gold standard is beautifully self-equilibrating, hind
sight indicates that the pre—1914 gold standard— even the "gqlden 
era hardly followed the model. First, the central banks 
did not follow the "rules of the game" very closely and often 
offset (neutralized) the effects of gold movements on domestic 
money policies. 10 To the extent that this was done, the theo
retical balancing mechanism was not allowed to operate and count
ries insulated their domestic economies from the classical med
icine. Second, both the volume of trade (exports and imports) and 
price levels exhibit remarkable parallelism in movements among 
countries rather than the divergent movements predicted by 
classical theory. Robert Triffin points this out very effect
ively when he notes:

First of all, the most cursory look at international 
trade statistics reveals an enormous degree of parallel
ism rather tnan divergent movements-- between export
and import fluctuation for any one country, and in the 
general trend of foreign-trade movements for the various 
trading countries. Over the eighty years from 1880 to 1960,

V, a 1 1 significant increases or decreases in the exports of

,10Arthur I. Bloomfield, Monetary Policy Under the International Gold standard, (Federal Reserve Bank of New York, 1959) , p. 4S-52.
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western Europe were marked by para 1 lei increases, or de
creases, tor the eleven major trading countries of the 
world in 91% of the cases, and by simultaneous increases 
or decreases, of exports and imports for each country 
taken separately, in 8 8% of the cases. These proportions 
fall to 77 and 73.,, respectively, for fluctuations of one 
year only, but rise to 95 and 92% for fluctuations of more 
than a years duration, and to 98 and 100% for movements extending over more than four years.

Equally impressive is the overall parallelism- 
tha.n divergence of price movement, expressed in 
unit of measurement between the various trading c 
maintaining a_ minimum degree of freedom of trade 
change in their international transactions. In 
wide differences and fluctuations in the composit 
each councry's exports, the indices of export uni
measured in current dollars-- for the same eleven
over the period 1870-1960 moved in the same direc 
S9% of the observed fluctuations, and in the oppo direction in only 1 1 % of the cases. 1 1

-rather 
the same 

ountries and ex- 
pi te of 
ion of
t values--
countries tion in 
site

ihus as Tnffxn points out, when prices rose, the rise was 
spread ambng all countries not just in the surplus countries. 
Furthermore, there was never any sizeable downward movement in
money wages as the theory would predict for a deficit country.

Jaccobson noted in Chapter I some reasons why the gold
standard system worked as well as it did. Briefly they are:

. countries using the gold standard were roughly of com
parable size and exhibited the same general economic tendencies.

. trade was in more even balance

. there was world prosperity prevalent from 1880 to 1914.
• firms were relatively smaller, entry 
easier, and the effects of suoply and operated more freely.

into industry was 
demand changes

Tnese points reinforce the judgement that it is highly improbable 
that the gold standard caused the favorable economic conditions-

Trif\in> ?he Evo;ution_o^he_lnternationaI Monetary astern. Hiotoricaj^Keappraisal and Future Perspectives'. Studies--1r international finance, ho. 12, ( Prince ton 1964) 3-4.



rather the environment permitted relatively painless adjustment of 
the balance of payments.

Changing the Price of Gold

Several reformers are in favor of raising the price of gold 
xroni a3j to say 170 an ounce. Jacques Ruei- and Michael Heilperin 
are among those who believe that a rise in gold price is in 
harmony with their major objective of returning to the gold 
standard.

The logic for a rise in the price of gold is as follows, 
j-f gold is raised from $35 to $70 an ounce at least tv/o things 
happen. for one thing the U. S. would cut its gold drain in half,
-i-. -» panid holders of U. e>. do 13-ars abroad would receive only 3̂ 
ounce of gold in exchange for each bloc of $35 they were holding 
and converting into gold. Secondly the rise in price of gold 
would spur new gold production. Mines unable to make a profit 
at the old price would be able to start contributing gold to 
uhe monetary system. With more gold available to back paper 
money the mone uary system would be less anxious and more stable.

1here are at least two falicies in the above logic. In the 
first place the change in gold price by the U. S. benefits our 
enemies and not our friends. For example, the countries that 
have held our currency rather than convert to gold have been 
giving us a vote of confidence. To raise the price would be a 
o-Lajy in che face. Secondly a rise in the price of gold benefits 
those who ho^d gold thus it would tend to encourge speculation in 
gold rather than restore confidence.

26



Theory of Flexible exchange Rates 27

hi 1 ton 1-roadman of the University of Chicago is one of the 
foremost advocates of a flexible exchange rate rather than our 
current fixed exchange rate system. In his discussion of the 
subject, he notes that advocacy of 'flexible exchange rates is not 
equivalent to advocacy of unstable exchange rates. He believes 
tnat tne ultimate objective is a world in which exchange rates, 
wnile free to vary, are in fact highly stable. Instability of ex- 
cnange rates is a symptom of instability in the underlying economic 
structure. elimination of this symptom by administrative freezing 
or exchange rates cures none of the underlying difficulties and 
only makes adjustment to them more painful. 12

It is easiest to think of flexible exchange rates in terms 
or supply and demand for a particular currency. As the supply 
of a currency increases the price people are willing to pay for 
ir m  terms of their own currency (the exchange rate) goes down. 
Generally the amount people want to buy need not equal the amount 
people want to sell. The ex-post equality involves a reconcil
iation of these divergent desires, either through changes in the 
desires themselves or through their frustration. The crucial 
question of policy is the mechanism whereby this reconciliation 
is brought about. In the case where there is a heavy demand for
d country's currency the inconsistent desires can be reconciled 
as follows:

. the country's currency may be bid up, or put uo in price

12p,ii ton Friedman, Of Chicago Press, 1953), jyssays in Positive economies, (University pp. 157. 1



prices within the country may rise
direct controls over transactions may prevent the entry 
of excessive amounts of a country's currency into the market

26

tne excess amount of domestic currency desired may be 
provided out of monetary reserves, the foreign currency
acquired being added to reserves of foreign currencies__the monetary authorities (such as IMF)"desire" to buy or sell the demanded and supplied by

as
difference others.

may step in 
between the with a 

amounts

Friedman describes the theory of flexible exchange rates 
this way:

Under flexible exchange rates freely determined in open
’, ̂ h<: fi,rst, impact of anY tendency toward a surplusr deficit in the balance of payments is on the exchange

rare. If a country has an incipient surplus of receipts
over payments — and excess demand for its currency— the
exchange rate will tend to rise. If it has an incipient
deficit, the exchange rate will tend to fall. If the
conditions responsible for the rise or the fall in the
exchange rate are generally regarded as temporary, actual
or potential holders of the country's currency will tend
to change rneir holdings in such a way as to moderate themovement m  the exchange ratQ If a ri cr. i n v,c-  ̂ y -lx a rise in the exchangera . ’ for example, is expected to be temporary, there is
an incentive for holders of the country's currency to sell
some Ox their holdings for foreign currency in order to
uy e currency back later on at a lower price. By doing

so, they provide the additional domestic currency to meet
part of the excess demand responsible for the initial rise
have1 be?nC îan9? bhat is’ thcY ^sorb some of what wouldexchanai rii? r receip1t of. foreign currency at the former rah  Conversely, if a decline is expected to be
for'1 re-lie  ̂ierG cin incentive to buy domestic currency
furrSri™ - -h i? r price* Such purchases of domestic currency provide the foreign currency to meet some of what
exchfnSeVL t I en ? d?,ficlt of currency at the fo^erin i i *. -n bnis way, such "speculative" transactions in emect provide tne country with reserves to absorb
oth e ^ h i L 5 ^ 1 ^ 125 °r t 0 meGt toraPorQry deficits. On the rrr,h^nd ’ lf the change m  the exchange rate is generally regarded as produced by fundamental factors that are likely 
to be permanent, the incentives are the reverse of those Y 
Ih tad abOVe’ aaa speculative transactions will speed up V  h  ; ^ Se or. dGdine m  the exchange rate and thus hasten • its approach to its final position.
• flnal position depends on the effect that changes1 exchange rates have on the demand for and supply of"a 
country s currency, not to hold as balances, bu'V for other 
purposes. A rise in the. exchange rate produced by a tendency



toward a surplus makes foreign goods cheaper in terms of 
domestic currency, even though their prices are unchanged 
in terms ̂ of their own currency, and domes tic goods more ex
pensive in terms of foreign currency, even though their 
pr ices are unchanged in terms of domestic currency, This 
tends to increase imports, reduce exports, and so* offset 
u incipient surplus. Conversely, a decline in the ex
change rate produced by a tendency toward a deficit makes 
imports more expensive to home consumers, and exports less 
expensive to foreigners, and so tends to offset the incipient deficit.13

29

V Tnree major criticisms have been made of the proposal to 
establish a system of flexible exchange rates: first, that 
flexible exchange rates may increase the degree of uncertainty in 
the economic scene; second, that flexible exchange rates will 
not produce the best attainable timing or pace of adjustment.

Ihe second objection, that of inflation tendencies, has 
been commented on by several different economic writers. Most 
economists feel the biggest drawback to flexible rates is this 
problem of runaway inflation. Robert Triffin feels that float
ing rates a la Friedman--  would "bottle up" within each coun
tries borders the inflationary or deflat.i onary pressures arising 
from every expansionist or contractionist error in domestic 
policies. exchange-rate fluctuations would absorb the full brunt 
ox the disequilibria formerly cushioned by reserve gains or loses, 
and help preserve competitiveness in each country's current- 
account transactions; but they would also lift the barrier 
previously erected by stable exchange rates against divergent 
movements in national price and cost levels.

bne upward flexibility of wage rates would, moreover, tend

13Kilton Friedman, Op. Cit., pp. 162.



30Oo o3nc i.iOil wi cii permanen b ¿ano irreversible wage incr ggsgg ny 
inflationary mistakes or mishaps in monetary and credit policies, 
one any consequent increases in foreign exchange rates, import 
costs, and consumers' prices; while deflationary errors would be 
unlikely to result in parallel, and offsetting, downward wage 
adjustments in a modern economy. Freely floating rates could 
hardly fail, therefore, to introduce a permanent bias toward 
currency depreciation.14-

All ¿acets of the argument for flexible exchange rates seem 
to be subject to attack. One point offered in _ favor of flexible 
races is that very little if any reserves are necessary. Pro
ponents argue that few international reserves are needed since 
tae primary function of reserves is to finance a deficit at a 
fixed rate of exchange. With no deficit to finance, reserve 
losses cannot compel domestic deflation. However, this point is 
challenged by Roy Harrod, an English economist. He maintains 
precisely the opposite theory, i.e. that flexible rates may 
require more reserves than when a fixed exchange rate is used. 
ine logic of his case rests on the assumption that private in
vestment will step in and finance a deficit when the fixed 
exchange rate drops toward the lower 1% limit set by the IMF. 
ne reasons that with flexible rates private sources will not 
step in because they cannot be sure whether the exchange rate 
drop is temporary or permanent. As a result of private sources

c , ^4Robert .¡.riffin, The Evolution of the International monetary
— F_L.?.torica 1 Reappraisal and Future Perspectives. (Inter

national Finance Section: Department of Economics, Printeton U. Princeton, N. J., 1964), pp. 38-39. ’ ’



not helping finance a deficit the monetary authorities may need 
more reserves instead of less.15

Hawkins and Rolfe make some interesting observations con
cerning flexible exchange rates. They note that:

A somewhat more fundamental criticism of the flexible 
exchange rate system charges that inefficient reallocation 

. of. economic resources will be induced. If the exchange 
,v rare varies by substantial amounts periodically, such as 

over the course of the business cycle, there will be an 
incentive to move resources into or out of the export 
incustries and those industries which compete in the home market with imports.16
Ihis argument is definitely damaging since reallocation 

or resources is costly. Costs are incurred just to move resources 
from one industry to another, and if the incentive for the move
ment reverses itself later, two costly movements may need to be 
made.

On the point of capital flows (hot-money) ..Hawkins and Rolfe 
note that:

. When international movements of capital flow freely changes in the domestic level of interest rates relative
fiowsOSeMni?i°ad aff?Ct the volume and direction of capital flows. most capital movements also affect the supply or
demand of foreign exchange and, therefore, the level of the
b S a n i f  r?te V* iCh ’ ir‘ turn, afreets the’current I«ount wfJh C°nflder country "A" to be in "internal balance"wiun iull employment and reasonable price stability If 
interest rates abroad rise, capital outflows from country
” f r rS Wlli ^crease. This causes a depreciation7  country A s  currency. The depreciation in turn causes an 

g r e a s e  -n net ?Xports’ thereby raising demand in country A
re-ct toCfh9 lnrlatlon* The country's monetary policy must r eact to the exchange rate movement to stop the inflation.
In other words,_ the domestic policy of country A is not 
ndependent or isolated but must be coordinated in a very

"A1
n

New
1 sRoy Ilarrod, York, 1965), pp. Reforming

46-47. -cde— ^onld's Money, (St. Martins Press

16Robert Hawkins and Rolfe, A Critical-p  j  _  , . --------------j 1  -L V va V

^rpternational Monetary Reform. ( New York ÜÏÏTversi ty " 
rnstitute of Finance, Bulletin 36, 1965), pp. 32.

Survey of Plans for ■ 
C. J. Devine



32basic sense with policies abroad over which "A" has no 
voice or control. While flexible exchange rates may increase the freedom of domestic policy, it cannot completely 
insulate it from foreign developments. No international 
financial system can eliminate the need for international 
coordination of econorru.c policies.1 '
This idea of international cooperation and coordination is 

interesting and ironic since flexible exchange rates are supposed 
to be automatic. The basic issue remains. If, even with flex
ible rates, international coordination and internal restraint 
are still necessary, why adopt flexible exchange ratesV The 
answer must lie in the lesser degree of coordination necessary;
a degree tolerable even to nations unwilling to surrender very
much sovereignty. Moreover, this is the only system that will 
restore appropriate international price relationships automatically 
when thè*/ get out of line without requiring domestic price changes.

In terms of extreme nationalism Hawkins makes a good point.
He asks:

Is greater national economic independence good or bad?
If we assume as a world goal the greater integration of the 
national economies with the eventual objective of an all- 
encompassing international economic unit within which free 
trade, free capital and labor movements, and close cooper
ation in economic policies will prevail, the adoption of 
flexible exchange rates may well be viewed as a step back- 
war; ■ toward economic nationalism. To use an analogy, it 
would be rather naive to recommend that the common Market,. 
while moving toward free trade and capital movements, 
adopt flexible exchange rates between currencies. Since 
the original goal was economic and eventually, political 
unification one may assume that it could best be furthered 
by a unified or common currency. The old group of national 
economies would behave as one unit and balance-of-payments 
problems would not rise. If international integration and 
cooperation were extended to the free world it would be 
hard to find a place for flexible exchange rates. Indeed 
most of the economists who favor this argument admit to a 
strong belief in nationalism.1 °

17lbid. , pp. 33-34. 
lCibid., pp. 37



Another way of 33saying this is that the .flexible exchange 
rate proponents are economic isolationists: these are fighting 
words, however, because they quickly point out that they did 
not choose nationalism . . .  it just works out this way. They 
argue that it is ridiculous to design monetary policy toward 
an international integrated world when the world really doesn't 
conform to this ideal.

The Band and Bloc Proposals

Before leaving this topic two other reform proposals are 
discussed that are just variations of freely floating exchange 
rates. The Band proposal would allow wider limits for the rate 
to fluctuate within. If the rate ever reached the upper or 
lower limits the affected monetary authorities could step in and 
prop up or "manage" further movements. Many advocates of flex
ible exchange rates such as Professors Peter B. Kenen and George 
Halm see the Band proposal as a way to try the system without 
really turning it loose all at once.

The Bloc proposal is a variation whereby flexible rates 
would only exist between trading areas physically close to each 
other. Fixed rates would be used between blocs of countries. 
This method would set up one bloc as Europe another as the 
Americas and still another as the sterling bloc.

The largest argument against flexible rates seems to be 
this. Although freely flexible exchange rates would provide 
a market oriented mechanism for correcting international im-. 
balances of payments (under most conditions), such a •policy 
would not provide any built in mechanism to control the increase



the domestic stock oi mon. y end domestic 
Any country that -mbarked upon inflationary

expenditures. 
policies would

puickly line its currency depreciating on the international 
markets, a signal that might bo difficult to disguise.

Summary

Ine following are the most important points in this 
chapter.

'x ’ return to the gold standard - championed mainly by 
French economist Jacques Reuff. The main appeal of 
this plan is its supposed automaticity.

2• ^Pptron of fully flexible exchange rates - or plans 
allowing exchange rate changes to occur in greater 
magnitude than the present fixed system although 
restricting that flexibility to limits specified in
advance
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Introduction

A second major group of reform plans arc those which 
would increase liquidity and world reserves thus allowing more 
time for countries to adjust to balance-of-paymcnts disequilibrium 
while leaving the adjustment mechanism basically as it is.
Plans in,this category are discussed below.

Thdre have been many proposals offered to increase world 
liquidity. They have been presented because their authors feel 
there just isn't enough money available to handle the increased 
amount of trade in the world. Generally speaking the pressure 
has increased because of the key currency country's (U. s. and 
u. K. ) balance of payments problems. Proposals to increase 
liquidity are offered as a means of making it easier for deficit 
countries (by giving them more time) to correct their balance—of— 
payments problem. Two of these plans ere summarized below.

One of the most prominent of these proposals has been 
sponsored by Professor Triffin of Yale University. His recommend
ation essentially would convert the IMF into the equivalent of 
a -Lull —fledged international bank, capable of creating new re
serves and holding some frac ion of the currency reserves of its 
member states. Since it is axiomatic that the ability to create
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substantial amounts of new reserves can avoid liquidity panics, 
some aspects of the international monetary problem would thereby 
be improved.

-i t must be remembered that the power to "create" international 
reserves is also the power to create international inflation, 
iheref0 1e, owing to the nature and importance of credit creation, 
it would be of the utmost importance to limit the growth of the 
new reserves created by the reconstituted IMF. To this end, the 
iriffin Plan envisages a limit of some 3 to 5 per cent per annum 
in the growth of new reserves, i.e., new monetary gold plus the 
net increase in IMF credit.

Ihe United States and Great Britain under this proposal 
would be relieved of the problem of holding currency reserves 
of other nations, and hence the gold exchange standard would 
presumably be terminated. By transferring these reserves to the 
IMK,„?tne vulnerability oi the world monetary system to shifts
oi confidence justified or unjustified--  in the national
currencies actually used as reserve media" would be reduced.19

A much less far-reaching plan revising the IMF has been 
called the Bernstein Plan, after its author, former research 
Ciiief for the IMF. entailing far less sweeping changes than the 
iriffin Plan, essentially the Berstein Plan would encourage 
nations to treat their IMF quotas as an intergral part of their 
exchange reserves. This would be accomplished by the IMF provid
ing additional credits under increasingly stringent terms. The 
crxtical feature, however, would be the creation of a subsidiary 19

19Robert Triffin, Gold and the Dollar Crisis. Yale University Press, New Haven, 1960, p. 87.



Oj. the lî'-l1 which would be empowered to borrow from countries 
Wi Lii strong currencies and lend to. those experiencing difficulty.
It as a variation of this proposal that was approved in 1961
by ten leading nations. This would help ensure that countries
wisn strong balance of payments positions would not shift the

burden of adjustment on the deficit countries.

J G

The following two subsections will treat the centrali zed
approach and the cooperative approach separately. Some of the 
ofx shoots or variants to the main proponents plans will be 
mentioned but not described in any detail.

P1ans for deserve Creati on Through A Centralized institutiion

Reserve increasing proposals generally aim at two deficien
cies in our present system. first is the reserve currency 
anomaly. world reserves grow faster when reserve currency coun
tries run a deficit, but running persistent dificits undermines 
confidence in the quality of the reserve currency. But when 
she deficit is eliminated, slower growth in world reserves, and 
perhaps reserve scarcity, results. Reactions like this cause 
international monetary crises. Second, without a new source 
or reserve growth, future reserve inadequacy will increase the 
pressure for more restrictive measures against free trade and
capital flows, or for more drastic income and price adjustments 
when paced.

The Keynes Plan

Keynes presented his Clearing Union proposal to the 1944
Bretton Woods committee At this period in history Keynes was
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working from scratch so to speak, for the world had exchange 
controls and no international monetary institutions. His proposal 
was turned down at Bretton woods because it was viewed as too 
dangerous in terms of inflationary generating power and because 
it was a step toward abolishing gold from the system. Had the 
Bretton woods agreement conformed more closely to this proposal, 
many of today's world financial problems may well have not 
arisen. His international clearing union had many of the char
acteristics of a central bank. Briefly the proposal contained 
the following provisions

. A new international currency (called Bancor) would be 
created by the clearing union in the form of deposit 
balances. The currency would be a liability of' the clearing union and an asset of the member countries 
for whom it would serve as part of their international 
reserves. ihe Bancor unit would have a fixed value 
in gold, and each national currency would be fixed (but alterable) in price relative to Bancor.

. Member countries would receive a quota of Bancor based on 
past imports and exports. Penalties would be assessed on 
countries who went too far over (surplus) or under (deficit) their normal balance.

. The Clearing Union would have considerable power over 
member countries in adjusting exchange rates, imposing 
internal inflation or -deflation, or in permitting res
trictive practices on payments; but this power would 
extend to surplus countries as well as the deficit countries.

* Dex ici l countries would find their Bancor balance declining 
eventually having a negative balance and going in debt to 
tue clearing union.^ In this manner, the clearino union 
could finance deficits by creating reserves of Bancor.

. The-union would buy gold with Bancor at the agreed price 
out would not be obligated to sell gold for Bancor. This 
one w0y convertibility between Bancor and gold would have 
been an important step toward eliminating the metal as a 
cornerstone of the international payments system. 20

^Hawkins, Robert and Rolfe, Sidney, Op. Cit. pp. 45-46
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The Keynes plan, then sought to establish a system Gi

sh or t-run exchange fixity with long-run flexibility. The lend
ing (negative balance) provisions in the Keynes scheme, an explicit, 
integral part of the plan, would have automatically increased world 
liquidity within specified limits.

Keyne's plan was a highly sophisticated and advanced plan 
ror a considerable amount of consciously planned world monetary 
management although within the confines of strict rules. Twenty 
years after the Bretton Woods plan was instituted, plans such 
as Keynes authored are receiving more sympathetic reception.

The Trlffin P1an

Robert Tnffin has been perhaps the most prolific writer in
the field over the last twenty years. His plan is reminiscent
of the Keynes' Clearing Union proposal. However, the Triffin plan
haS tiGen developed to fit into the institutional arrangements of 
the IMF.

Triffin would create an expanded IMF and he calls it 
A* F* He Proposes that the X. I. m . f . create deposit
liabilities and call them Bancor just os Keynes did. The primary 
onjective of his plan is the programmed increase in international 
reserves. The elimination of pounds and dollars (national curren
cies) held as reserves, and their replacement by Bancor, is 
another objective of the plan.

The essential points of the plan are as follows:
. Bancor would have a fixed relationship to gold.
. Bach country would acquire X. I. M. F. deposits equal to 
at least one fifth of its total reserves of gold and



41foreign exchange.
* ^ach country would also agree to-accept Bancor deposits 
in settlement of future payments imbalances and, in case 
Ox a deficit would settle the deficit by a reductlo
01 its own Bancor account.

* To make Bancor more attractive than gold as reserves, the 
A* i'u r'° would Pay interest on its Bancor liabilities.

Reserve Creation

Triffin believes that ideally, reserves could be made to 
grow at a rate determined from time to time, in the light of 
current needs, by the X. I. M. P. managers. But to reduce the 
arbitrary power of the money managers, he has proposed that
the rate of reserves increase not exceed a predetermined rate__
3 to 5 per cent per year. A steady growth of reserves would be 
created in one of the following ways:

. The X. I. K. F. could give credit to deficit (borrowing 
countries) by lending them Bancor.

° By Purchasing securities the X. I. M. F. would create 
Bancor deposits in final payment for the investments.

These investment operations would be taken at the initiative 
of the X. 1. K. F. and arc similar to the way the Federal Reserve 
creates bank reserves through open market purchases. Thus the two 
procedures are roughly parallel to rediscounting and open market 
operations of national central banks.

Criticism of Triffin's X. I. m . f.

There would need to be continuous X. I. M. F.' surveillance
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of the internal economic policies of borrowers and, in this 
sense, some national sovereignty in the form of conditional 
lending would be surrendered to the international central bank, 
fear of the loss of national sovereignty is a major, factor in 
the rejection of the Triffin plan by some national officials.

A 9°°Q deal of apprehension also exists regarding the open 
market operations of this international central bank. For exam
ple: the selection of the country in which to purchase is crit
ical since this dictates who will receive the benefits. First, 
uhe country in which the purchases of securities takes place 
will receive the Bancor deposit adding to its international 
reserves; other countries will receive no such addition. Second, 
the securities purchased must be guaranteed in gold (or Bancor) 
value, a guarantee that is hopefully enforceable. Third, the 
purchases should be so directed as not to disrupt the capital 
market in which they are made.

The Continental Europeans fear the plan because they are 
airraid the central bank will always buy securities of the u. S. 
and u. K. -Lhis would essentially be financing these two countries 
deficit which the Europeans do not want to happen. Triffin 
admits this to be possible because the X. I. m . F. needs to buy 
securities that are readily marketable so that they can easily 
be sold when it wishes to tighten reserves.

in their summary Hawkins and Rolfe note that:
j-̂,e -i-riffin Plan does not improve the efficiency of the 

balance-of-payments mechanism. A deficit country would 
still lose reserves (Bancor) and it cannot do so indefin- 
ltely.  ̂ To the extent a deficit country is assisted by 
A* Ie loans or investment operations, the deficitcountry gains time to make internal adjustments, but they



must still be made-- presumably by relative deflation.
ihe Iriffin plan may therefore be expected to encounter 
many of the same objections the present system docs, but 
the reserve currency problem would be effectively solved 
anâ  the supply or worId reserves would not be subject to haphazard influences as it now is.21

Some Variants to the Triffin/Keynes Plans

Several reform proposals exist that are simply modification 
to the above two plans. Three of them are mentioned here briefly 

. The Angel1 plan attempts to meet the "gold" leak" possi- 
bility under the Triffin Plan. Gold as a medium of 
international exchange would be eliminated except where 
mutually convenient. Triffin1s provision for making 
direct investments to create Bancor is omitted.

• The Stamp Plan ties reserve creation to loans for under
developed countries. This plan is ingeniously designed 
to achieve the twin objectives of getting more capital 
to developing nations and increasing reserves at the 
same time. It is criticized, however, because aid to 
underdeveloped countries and additions to world reserves 
are unlike things and should not be mixed. The essential 
criticism is that loans to underdeveloped countries is
not a very marketable security to use as an international 
reserve asset.

. potential Innovations within the ThP. Instead of borrow
ing up to 25% of countries quota it has been proposed 
that the borrowing of the other 75% of its quota (credit

2lHawkins and Rolfe, Op Cit., pp. 53.
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tranche) be made automatic 
strigont conditions. This

or at least be subjected to less 
only increases landing capacity,

however, and does not guarantee the actual borrowing by 
delicit countries. with this scheme the initiative to 
borrow is still with the deficit country while Trifjin 
would shif u the initiative to the -4. I. M. F, managers.

Reserve Creation Through Coorerative Arrangements

^ number of plans have been advanced that would require 
greater central bank cooperation in extending credit to deficit 
countries. Many of these plans would rely on loans by the surplus 
countries to the IMF. which would, in turn, make credits available 
to deiicit countries for the' continued financing of their deficits, 
lhis type o± mechanism was essentially the one used in the recent 
loans to the U. k.; but this was a special arrangement.

Three techniques or concepts are discussed in this section. 
Tney are the Roosa long term loan plan, the Multiple-Reserve 
currencies and the Composite-Reserve Units (CRU's).

The Rocsa P1an

Tnis plan has already been partly placed in force. The 
plan, works as follows. A Roosa bond is sold to a surplus country 
in return for U. o. dollars that are in excess in the surplus 
country. They are saleable because they are denominated in the 
buying country's currency and thus safe from dollar depreciation, 
iheir value to the u. L. is that they take out of circulation 
dollars that could be converted into gold. Of course, the U. S„
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must earn the foreign currency (theoretically through payments 
surpluses) to redeem these bonds in the future„

koosa's plan i or long term loans would simply formalize 
c.nd extend this procedure. He would issue these bonds for 
longer terms than is done now and would set up procedures v.hereby 
countries who held them could sell them to a third party if they 
got. into a deficit situation and needed liquid reserves.

Although these arrangements would increase world liquidity 
by formalizing and extending the borrowing facilities of deficit 
countries, they would hardly be sufficient to fulfill world 
liquidity needs should the U. S. deficit disappear for an extended 
period. But such is not the intent of this proposal.

Multiple-Reserve Currencies

The multiple-reserve currency proposal is designed to finance 
theVaeficits of developed countries by expanding the reserve currency 
system to include currencies, other than the dollar and the pound, 
diat surplus countries will acquire and hold as reserves. The 
plan m  simple outline, would merely require that surplus countries 
acquire the short-term liabilities of the deficit countries, in 
at least partial settlement of the deficit, and agree to regard 
these foreign exchange holdings as part of their reserves. In this 
manner nevgreservgG could be created since the deficit country 
would not lose reserves (of gold, dollars, or pounds) equal to 
ils deficit, but instead would increase its liabilities to the 
surplus countries; in effect it would borrow from them. This is 
precisely how the U. S. deficit has created reserves. Multiple-
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reserve currencies would simply apply this procedure to many
currencies rather than restricting it to the dollar and the 
pound.

ay increasing the number of currencies that nations will 
e.gree to call "reserves", a subsidiary objective of the plan 
as vo reduce the load placed on the present reserve currencies 
to make them less susceptible to speculative runs. Under a 
multiple reserve currency system, other countries, finding their 
orxicial liabilities rising relative to their reserves when they 
incur deficits, would develop into true reserve currencies.

liiv; institution of the multiple-reserve currency system 
depends greatly on the elimination of the U. S. deficit, and 
perhaps less so on the U. K. balance of payments. Should these 
countries remain m  deficit while most of the European countries 
remain in surplus, the plan is academic. New reserve currencies 
could be created only t.o the extent that some ¡countries other
L ....'.. v* °aQ Ve 1'° ran deficits, which the surplus nations
would be willing to finance, i.e., to consider as part of their 
reserves. Hawkins notes that:

ye basic criticism of the system is that it cannot deal wim-ya cnronically deficit country. All the same, the 
muiuipie-reserve currency plan has been favored b, American 
oiiicials.^ it is, in nature, evolutionary and American 
01 facials nave favored no radical departures from the status quo. further, the U. 5. would still be left in a key 
position in international monetary arrangements, reflecting 
its overwhelming economic importance in the Western world.J 
moreover, the plan meets certain European objections to the 
status of the dollar as a reserve currency by elevating
•nC !eH  Zhrifnc1^  t0 that status’ and at the same time shar- with them the responsibilities inherent in that status, ihe, plan also incorporates measures to overcome the feared 
liquidity shortage, and may provide a continued source of growing reserves to meet world trade and capital needs.22 22

22Hawkins and Rolfe, Op. Git., pp. 65.
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In summary, the plan is most often viewed as a means of 
avoiding the liquidity crisis which could result when the u. S. 
cures its deficit. Beyond that event it is evidently presumed 
that further evolution, based on new experience, will provide 
a solution.

Comnosit-R^serve Units

I’ne Composite, i. c. , Collective, Reserve Unit proposal is 
an extension of the multiple-reserve currency system but still a 
less fundamental change in the IMF system than the Triffin plan, 
lhe CRU is intended to be an addition to the existing system 
ratner than a replacement of it. The proposal is among the 
front runners of the plans for reform, particularly with the 
world's monetary negotiators.

Reserve Creation With the C. R. U.

The plan would require that each country in the partici
pating group (the group of ten plus Switzerland) place speci
fied amounts of its own national currency with the IMF which, in 
turn, would create composite currency units equal in value to one 
dollar but representing fixed percentages of the eleven curren
cies paid in by these nations. In the latest proposal of Howard 
M. Bernstein, former IMF official, the IMF would create $1 to 
1. ̂ "Billion in C. k. U.'s in eacn of five years. The countries 

would pay into the IMF an aggregate equivalent of S5 billion in 
uiieir own currencies. The reserves thus created would be owed 
by the contributing countries in the form of a C. R. U. deposit
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allocated to each country prorata its contribution.23

iach country's contribution or quota would be determined. 
by negotiation or as the Group of Ten suggested, in accordance 
with the gold holdings of the country relative to the total . 
gold holdings of the group.

The major objective of the C. R. U. proposal is to increase 
world monetary reserves. While $1 billion is the present stated 
annual increase in reserve, this could be raised simply by re
quiring the purchase of more C. R. U.'s with national currency;
that is by raising the C. R. U.-- gold ratio in the future. Thus,
steady growth in world reserves could be achieved.

Hawkins notes that:
One of the principal purposes of this proposal is to 

create a "safe" reserve unit. The C. R. U. backed by the 
rMF and behind this by gold guarantees attached to the 
currencies paid in, should not be subject to the same 
challenges with respect to quality that sporadically plague current reserve currencies.24
Perhaps the major criticism is that even with C. R. U.'s 

added to the existing system in the magnitude proposed, major
reliance on the reserve currencies will continue-- with many of

V... ,the Same problems.

Roosa Variation of C. R. U.'s

The Roosa version of a C. R. U. plan deviates from what 
has been mentioned in two ways: First, the participation of any 
country in the purchase of C. R. U.'s would be voluntary. The 
plan would rely on the inherent attractiveness of C. R. U.'s * 24

23Bernstein, Edward M. Further Evolution of the International 
monetary System, Moorgate and Wall Street, Summer 1965, pp. 56-65."

24Hawkins and Rolfe, Op. Cit., pp. 69.
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and not on the universally negotiated obligation of the partici
pants. Second, Roosa's version would also allow considerable 
national discretion in the acceptance of C. R. U.1s in settlement 
oi international balances. Additionally, Roosa would require 
each country participation in C. R. U. creation to buy and sell 
gold for its own currency at a price equivalent to $35 per ounce, 
thus eliminating the U. S. monopoly in pegging the gold price.

the C. R. L. proposals can be criticized for limiting 
the participation ot the Group of Ten and Switzerland and for 
excluding the developing nations who need reserves so badly. It 
is also possible that the C . R. U. system might increase the 
rigidity oi exchange rates. Since the national currencies 
transferred to the IMF for C. R. U. must carry a gold guarantee, 
the reluctance of any country to devalue, even with a fundamental 
disequilibrium in its balance of payments, may increase. Again, 
the C. R. U. system, like all its counterparts that focus on 
liquidity, tends to worsen the system's flexibility and the use 
or the available mechanism of adjustment via exchange rate changes.

Summary

Tne principal categories of reform plans discussed in this 
chapter were t

1 * Creation of an expanded International Monetary Fund
(x* I* M* F-) as an international agency to hold and to 
create international reserves along lines similar to
national central banks. Both the Keynes and Triffin 

. plans were discussed.



t>0
2 • A  c o m p o s i t e  or m u l t i p l e  r e s e r v e  u n i t  s y s t e m  - with these 

systems reserves could be increased but would still be 
based upon national currencies. These plans propose 
to extend the system of reserve currencies to include 
national currencies other than the dollar and the pound 
as a basis for reserve creation, within the IMF (Composite 
Reserve Units) or outside it (multiple reserve currencies)
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Introduction

This chapter describes events that are currently taking 
place in the IMF regarding reform. In addition it presents a 
summary of the research findings as presented in this paper.
The final section contains the conclusions that have been reached.

Current Events

In the last eight months some historical and indeed
threatening events have taken place. In September of 1967 the
IMF, at their annual meeting in Rio DeJanerio, agreed to begin 
V  . xdrafting a resolution that would bring about the birth of the 

SDR. They decided to meet again on March 31, 1968 to consider the 
resolution that was drawn up. During the interim period a gold 
panic gripped the world. Loss of confidence in the dollar caused 
speculators and hoarders to convert dollars to gold. This huge 
gold drain forced the closing of the London Gold market on March 
14th. This panic resulted in a meeting of world monetary author
ities in Washington where it was decided on March 30th to intr- 
duce a two-tier gold price in the London market. Busines Week 
notes that:

This system aims at keeping speculators away from 
official hoards of gold. No longer will the U. S. 
or it's financial allies buy or sell gold in the open 
market: they will trade gold among themselves at
$35 an ounce. Private buyers-- U.S. and foreign---
will have the markets all to themselves, swapping
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gold at whatever price they choose to pay.25 
On March 31 the special me ting of IMF members in Stock

holm , Sweden took place. The resolution had not yet be ¡n put 
in legal form and the French were doing everything in their 
power to blockade the SDR proposal.

The Stockholm meeting insured that the scheme for adding 
to the world's monetary reserves through special dra vy
ing rights in the IMF will now go forward. Nothing that 
the French government can do will stop it becoming a legal 
contingency plan, ready to be put into action once the 
signal to do so has been agreed.26

How SDK's Viould Work

Countries will be able to save their SDR's in the same 
way as they save any reserves, indeed, to discourage holders 
from getting rid of them too quickly, they would carry a modest 
rate of interest. They would be distributable, in annual amounts, 
to all IMF members. There would be no hoops to go through, as 
with most existing drawings which are intended to help in 
balance of payments difficulties, and the new drawing rights 
would not be borrowing, as are existing claims on the IMF. Like 
gold they would be the ultimate resource for purchasing other
currencies-- and, like gold again, this would be their only
real value.

As presently envisaged the scheme of new special drawing 
rights (SDR's) v/ould v/ork like this:

. Activation would be for five years at a time, with

pcBusiness Week, "The Monetary System Buys Some More Time", McGraw Hill Publication, March 23, 1968., pp. 30.
26-rhe Economist, "Building On Stockholm," April 6, 1968, pp. 57.



of il billion
an agreed amount of new SDRs distributed each year, ihere is talk of an initial distribution
to_S2 billion each year over the first five-year period, iiiis would make available 15 billion to new reserves in thi: ¿10 billion of period, which compares with total

e IMF during thedi awings of $ 13k; billion made on th 
past twenty—one years of its existence.
■the ̂ amount of SDRs distributed annually could be changed 
during as well as at the end of a five-year period on a 
fresh ballot of at le.̂ st 85 per cent of IMF votes.
The SDRs would be distributed to IMF members portion to their IMF ouotaof $1 billion 
million SDRs : 
Germany about

Gut of a total in pro
distributioneach year, Britain would get about $10

the United States about $220 million; 
53 million; France about $45 million.

-ilo.
a conventional is

the latC

A crucial difference between SDRs and conventional drawings on the IMF is that the former would add permanently to world reserves in a way do not. When Britain, say, makes’
million drawing on the IMF, it pays in that amount 
sterling m  exchange for foreign currencies and at 
eno of three to five years has to reverse the trans 
Under tne new scheme, Britain would transfer $50 mi 
^  . x . ¿>DRs to ̂ say, Germany, in exchange for Deutsc 
Britain's holdings of SDRs would fall and Germany's 
rise accordingly. But Britain's total reserves wou 
run flown only as Britain spends the Deutschmarks.
The additional_ SDRs acquired by Germany in this trans-

Britain could then be used' by the Bundesbank 1 rucure purcinses of other countries currencies ' oermany should run into a payments

ter0
of
the
action, 
llion 
hmarks, 
would 
Id be

IXdeficit.
Countries will be expected 
of payments needs or in into use SDRs only for balance light of their reserve position.
Countries will be allowed to use a net average of 70 par 
cant ox their SDKs over the five-year period without any 
obligation to reconstitute. They will be obliged to reconstitute-to any exc< .> ovepurchase foreign exchange tna L oy using their own currency which they must tUon m.ii-amakeavailable to_creditors. For instance, if at the end of the 
j,:c;J:ixod 11Jntaln incurred an obligation to reconstitute say,' 

;axlll°n on LDRs to Germany, it v/ould have to use sterling to buy that amount of dollars or any other currency 
oermany wanted in order to re-purchase th.t amount of SDRs
OItl, Germuny. m  practice, transactions would not bo so s.impiy bilateral.

thodw h ^ ° f ih...nGt average rulG> Britain could draw down tw whole Ox its annual $100 million SDR allocation for
u.-nr years running and still stay virtually within its
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obligations by not touching any of its allocation in fifth year.

• ‘/° ^‘-'̂ ncry would bo obliged to sup; J y more of its currency 
tuan twice the equivalent of its own allocation of SDRs.

• ,'*"'ae system should have a built-in stablizing mechanism, 
oecause deficit countries would be the drawers and much 
0x the ̂ oemand wou3.d tend to bo 1 or the currencies of countries in balance of payments surplus.

• It is int -nded that the staff of the IMF would have 
power to influence the selection of currencies to be 
drawn even before the prearranged limits are approached. 
oUt these powers have not yet been fully spelled out.

. ell SDRs would be gold-guaranteed, in order to eliminate' exchange risks.

. 2very SDR, will be denominated in terms of the gold value 
equivalent ox one b. S. dollar but SDRs will not be redeemable in gold.^'

xo tnose who had hoped to initiate this particular debate 
on international monetary reform nearly ten years ago, this 
meecing was a disappointing or a satisfactory occasion according 
t° Vvhich side they were on. Among those in it from the beginning 
was Professor Triffin who described the scheme as an egg still 
to De natched. He hopes it will evolve into something bigger, 
and sacks to his view that it doesn't make sense to regulate 
une distribution of one kind of reserve and not the other.28 

Commenting on the SDR proposal Mr. Robert Roosa, who 
favors his CRU proposal discussed in chapter III, notes that 
the choice of drawing rights, rather than an actual reserve 
unit, is something he will reluctantly accept, seeing it as a 
stepping—stone to a system of units.
___V

7Q,27?'ie economist, "Those Money Talks Did Matter," Sept. 2, 196 7 PP• /yy—but. ’ 1

28 Economist, "The Rio Meeting: Storm in a Coffee Cup,Dept. 30, 1967, pp. 1208.



Summary

In 1944 the International Monetary Fund was born. The 
Ii'ii was biought into existence so that its members would be 
better able to control the world economic environment.

ih'o fund has had limited success the last twenty years. 
during this time the IMF has struggled with problems of balance 
01 payments between countries, inadequate growth of monetary 
reserves and the fragile gold—exchange standard.

V, Several reforms have been suggested for the IMF. They 
generally attempt to correct the adjustment mechanism or offer 
a way to increase world reserves and liquidity thus allowing 
more time 1or countries to adjust their balance—of—payments 
deficits.

The proposals for reform cover a wide band. Indeed, it 
seems as though some of these reformers are talking with tongue 
in cheek just so they might stimulate thought and discussion on 
the subject. Fritz Machlup seems to be doing 'this when he suggests
that the price of gold should be allowed to fall below $35 per 
ounce.

The proposals that seem to have the most support in official 
circles are primarily oriented toward creating a greater supply 
of reserves and liquidity but tend to ignor adjustment efficiency, 
hoping that more time for adjustment will allow even an inefficient 
mechanism to operate without too high a cost in income loss and 
unemployment. The undeniable fact remains that adjustment must 
still occur or any form of monetary and reserve arrangement will 
eventually collapse.
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Of all.reform proposals presented those getting prime 

attention these days aim at increasing world liquidity. Noth
ing, however, has been hinted at that is as bold as Triffin's 
proposal to let an X. I. M. F. buy and sell securities in the open 
market. Even so, everyone is talking about and studying the 
problem of increasing reserves. The Annual Reports of the IMF 
tievoce a complete chapter toward the question of reserves. This 
is a rather late coming development that the liquidity proponents 
look upon as a good sign.

Ihe outcome of discussions concerning liquidity proposals 
has been a new form of world asset called, Special Drawing Rights 
(SDR's). It is still argued whether the SDK's are an asset or 
credit but at any rate they will come into use.

Conclusion

The course of events in the world in the last three or four 
years has xorced a showdown on international monetary reform. Thi; 
has been especially true in the last few months when monetary 
fears were running extremely high. The panic the world just 
witnessed dramatizes the problem of being tied so directly to 
gold. It also efiectively points out the world cooperation that 
can be generated to face a serious problem.

Ihere appears to be a similarity between the SDR proposal, 
that appears ready for general IMF member approval, and the 
Bernstein CRU reform proposal discussed in chapter III. However, 
closer analysis reveals that this is not the case. The CRU pro
posal requires the trading of a country's own currency for CRU's 
while SDK's are merely generated out of thin air by the IMF and



allocated on the basis of previous IMF quotas. The fact that 
uDR's are not mentioned by the major reformers is probably 
because they feel it is such a small step that it more or less 
goes without saying. Triffin hints at this when he says the 
SDR is an egg that has not even hatched yet.

This study indicates that payments deficits must be bal
anced before any lasting equilibrium will be achieved. Most 
students of the situation ¡seem to agree but are always ready to de
fer the painful solution of contracting spending until sorm later 
time .

The wide variety of proposals discussed in this study 
indicate that no one plan for reforming the international monetary 
system is perfect. bach plan in solving some problems leaves 
other fundamental difficulties untouched. To serve two such 
diverse masters as domestic growth and full employment on the 
one hand, and international liberalism with fixed exchange rates 
on the other, equally and at the same time, is a demand impossible 
to meet. The world wants a system that will eliminate balance— 
of-payments problems, but not at the cost of interrupting the 
free flew of commerce or of domestic adjustments which are 
antithetical to modern domestic economic goals. The advanced 
countries are not willing to pay the domestic price of an auto
matic and efficient adjustment mechanism that would eliminate 
the international liquidity problem.

Time will tell whether it continues to bo true that we 
are afraid to try a flexible exchange rate system for•automatic 
adjustment of payments deficits. While it is easy to advocate 
such a scheme the practical problem of implementing it may be
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overwh elming.

it seems obvious after studying the different reform 
pro; osals that no one has the entire answer. Each reformer 
makes a good case for his own proposal but no one attempts to 
cover the entire scope of the problem. This is understandable 
•since tuo problemi is so large. However, since it is ,a big problem 
in is important for all countries to enter into dialogue on the 
issues. Some reformers advocate abolishment of the IMF and develop- 
ment 01 a new world organization. This seems unnecessary because 
it would require opening new channels of communication and oper
ating procedures which could hamper world discussion for some 
years to come. Since international cooperation is necessary to 
sol ve tnese problems and has already been established wi thin the 
IMP, the IMP should continue to be the focal point for further 
discussions and the administering organization for new policies 
and procedures that will evolve to strengthen the system.
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